COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matters of: . ALG 2472007

AN EXAMINATION OF THE APPLICATION )
OF THE FUEL ADJUSTMENT CLAUSE OF )
KENTUCKY UTILITIES COMPANY FROM ) CASE NO. 2006-00509
NOVEMBER 1, 2004 TO OCTOBER 31, 2006 )
-and-
AN EXAMINATION OF THE APPLICATION )
OF THE FUEL ADJUSTMENT CLAUSE OF ) o/
LOUISVILLE GAS AND ELECTRIC COMPANY ) CASE NO. 2006-0051
FROM NOVEMBER 1, 2004 TO OCTOBER 31, 2006 )

ATTORNEY GENERAL’'S MEMORANDUM OF LAW REGARDING

LAWFULNESS OF RELEF PETITIONER SEEKS

On August 21, 2007, the Public Service Commission [“Commission” or
“PSC”] in the above-styled combined actions issued sua sponte orders requiring
the Attorney General to brief the lawfulness of the relief both Kentucky Utilities
Co. and Louisville Gas & Electric Co. [hereinafter jointly referred to as
“Petitioners”] seek pursuant to that portion of their respective tariffs known as
the “Fuel Adjustment Clauses,” and pursuant to 807 KAR 5:056, in light of the
August 1, 2007 Opinion and Order entered by the Franklin Circuit Court, Div. I

in the matter of Commonuwealth of Kentucky, ex rel. Gregory D. Stumbo, Attorney

General v. Public Service Comm'n. and Union Light, Heat & Power Co., Civil Action

T



No. 06-CI-269 [“Opinion and Order”]. 1 The Attorney General, by and through
his Office of Rate Intervention [“Attorney General”], states as follows for his
brief in this matter.

The Opinion and Order places the Commission on notice that the
Commission lacks the inherent or implied authority to engage in interim single-
issue rate adjustments except when done with specific statutory authorization.
(see Opinion and Order at pp. 5, 6, and 7).2 In the instant memorandum, the
Attorney General addresses the sole issue of whether there is specific statutory
authorization to grant the relief requested. That issue can be clearly resolved
based on the plain wording bf the Opinion and Order, without inquiry into
whether inherent or implied authority exists. The Attorney General does not
waive the right to address at any appellate level whether the Commission has
inherent or implied authority, should that issue become material.

While the Attorney General does not contest that fuel adjustment clauses
provide rate stability for ratepayers by allowing a utility company to pass
through its fuel costs on a dollar for dollar basis without affording any profit or

return on investment for the company, there does not appear to be any explicit,

" A copy of the Opinion and Order is attached hereto. Also, the Commission should be reminded
that at the argument in the case, Division I Judge Shepherd stated that he would consult with
Division II Judge Wingate, who had a companion Union case, prior to rendering a ruling in the
matter. Hence, the attached order must be read as the holding of the Franklin Circuit Court.

? In particular, the Court found: (a) “. . . this court finds the PSC may not allow a surcharge without
specific statutory authorization.” (Id. at p. 7, emphasis added); (b) “The recovery of expenses in
the interim between rate cases is a right not encompassed [in] the PSC’s general power” (Id. at 6);
(c) “there is no inherent authority to perform interim single-issue rate adjustments because such a
mechanism would undermine the statutory scheme” (Id.); and (d) “Outside a general rate case
there is no context in which to consider any expense.” (Id. at 7).



direct statutory power and authority for the Commission to order such relief.
The Commission is a creature of statute and has only such powers as have been
granted to it by the General Assembly. The Commission is prohibited from
providing the relief Petitioners seek because the General Assembly has not
conferred that power and authority by way of a statute to the Commission. See
Boone County Water and Sewer District v. Public Service Commission, 949 S.W. 2d
588 (Ky. 1997). Until such time, if at all, that Union and/or the Commission
succeeds in overturning the Opinion and Order by way of further appeal, any
potential appeal of a decision by the Commission involving a surcharge without
a specific statutory basis will be remanded in accordance with provisions of the
Opinion and Order.3

Any argument that the existence of a regulation, in this instance 807 KAR
5:056, provides sufficient statutory authorization is misplaced, as a regulation is
clearly not a legislative enactment of the General Assembly. That regulation
relies upon KRS 278.030 as its statutory basis. However, KRS 278.030 does not
provide specific statutory authorization for the FAC surcharge. Accordingly, the

Commission must deny the relief sought by Petitioners.

Finally, the Attorney General by making and filing this brief does not
waive the relief he requested in his post-hearing brief, that Petitioners be

required to credit the Revenue Sufficiency Guarantee Make-Whole Payments to

3 The Commission and Duke Energy of Kentucky (f/k/a Union Light, Heat & Power Co.) filed a
joint appeal from the Franklin Circuit Court on August 13, 2007.



their respective ratepayers. Any other result would allow the Companies’

shareholders to be unjustifiably enriched, at the expense of their ratepayers.
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COMMONWEALTH OF KENTUCKY, ex rel.

GREGORY D. STUMBO, ATTORNEY GENERAL PLAINTIFF

v. OPINION & ORDER

KENTUCKY PUBLIC SERVICE COMMISSION

and
UNION LIGHT, HEAT AND POWER COMPANY DEFENDANTS

* % % % %

This action is before the Court for final resolution of the Attorney General’s appeal of the final
administrative order of the Public Service Commission (PSC), allowing Union Light, Heat and Power
(Union) to adjust its rates to reflect pipeline replacement expenditures through an interim rate review,

passing those costs on to its customers through a surcharge on its base rate.

FACTUAL BACKGROUND

Union undertook its Accelerated Mains Replacement Program (AMRP) to replace 150 miles of
cast iron and bare steel mains over a ten year period. Based on the cost of this program, in its 2001 rate
case, Union obtained approval for a tariff for the subsequent three years, the Rider AMRP. This tariff
allowed Union to exact a surcharge on its base rate to offset the cost of investment in the mains
replacement program. The surcharge encompassed the preceding year’s net investment in the AMRP.
This AMRP tariff was re-approved in Union’s 2005 rate case, this time under the statutory authority of
the newly-enacted KRS 278.509. This statutory AMRP has not yet been used to collect any surcharge.

| KRS 278.509

KRS 278.509, enacted by the 2005 General Assembly, provides:

Notwithstanding any other provision of law to the contrary, upon application by a

regulated utility, the commission may allow recovery of costs for investment in

natural gas pipeline replacement programs which are not recovered in the existing

rates of a regulated utility. No recovery shall be allowed unless the costs shall
have been deemed by the commission to be fair, just, and reasonable.




The PSC has claimed it possessed inherent authority to allow interim review prior to enactment
of this statute. The newly enacted statutory grant of authority, KRS 278.509, supersedes any implied

authority the PSC may have possessed under its existing statutory scheme. See South Cent. Bell Tel.

Co. v. Util. Regulatory Comm., 637 S.W.2d 649 (Ky. 1982). Thus, this matter cannot be resolved
without full analysis of KRS 278.509.
CONSTITUTIONALITY

Because the statute controls, its constitutionality must be addressed. The Kentucky Constitution

Section 51 provides:

No law enacted by the General Assembly shall relate to more than one subject,

and that shall be expressed in the title, and no law shall be revised, amended, or

the provisions thereof extended or conferred by reference to its title only, but so

much thereof as is revised, amended, extended or conferred, shall be reenacted

and published at length.

The Kentucky Supreme Court has said this provision is to be liberally construed, resolving doubt
in favor of validity. Yeoman v. Commonwealth, 983 S.W.2d 459, 476 (Ky. 1998). This construction
requires that a statute be upheld if it provides a “clue” about the contents. Id. However, the Court has

also stated the title must be read as a whole to provide limits on what can be included in a single bill.

McGuffey v. Hall, 557 S.W.2d 401 (Ky. 1977).

The Kentucky Supreme Court addressed this issue in Grayson County Bd. of Educ. v. Casey, 157
S.W.3d 201 (Ky. 2005), regarding a portion of the budget bill that authorized each board of education to
allocate funds for indemnity insurance covering the negligence of school bus drivers. The Court found
this provision was not sufficiently related to the budget bill’s title: “AN ACT relating to appropriations
providing financing for the operations, maintenance, support, and functioning of the government of the
Commonwealth of Kentucky and its various officers, cabinets, departments, boards, commissions,

institutions, subdivisions, agencies, and other state supported activities.” The Court found the provision



i

did not appropriate any state funds or require the state to pay any judgment; thus, the provision was in
violation of Section 51 of the Kentucky Constitution.

While the standard for compliance with Section 51 is minimal, it is not met in the present case.
When read as a whole, the title “AN ACT relating to gas delivery systems and appliances” suggests the
relevant gas delivery systems are those conneéting to appliances within a structure. While Union’s 150
miles of natural gas pipeline may fairly be said to deliver gas, the entirety of the title suggests a
relationship between the items. Read in context, a reasonable person would expect the gas delivery
system to be that' which services the appliances. Further, Senate Floor Amendment (SFA) 1 to the
legislation actually relates only to procedural requirements at the Public Service Commission for the
récovery of investment in the main utility pipeline. See 2005 Ky. Acts, c. 148, sec. 2. While the pipeline
might conceivably be considered a gas delivery s&stem, the title of this bill gives no clue that the conternit
is an amendment of PSC procedure for setting utility rates for “recovery of costs for investment in
natural gas pipeline replacement pfograms.”

Defendants argue that the General Assembly resolved the question of whether the subject
amendment was gerrhane“to the bill, and they have provided the Court with the videotape of the
proceedings on the Senate floor concerning this legislation. See Exhibit A, Brief of the Public Service
Commission, 2/08/07 (Tape of Senate Floor Debate on House Bill 440, March 3, 2005). Indeed, the
provision of the bill dealing with PSC ratemaking’ was challenged in a poiﬁt of order during the Senate
debate. However, the ruling of the President of the Senate that SFA No. 1 was germane to the bill for
purposes of the Senate Rules is not dispositive of the constitutional issue under Section 51 2

Determining constitutionality is the province of the judiciary. As our Supreme Court has ruled

in addressing a similar question regarding a legislative determination of the validity of administrative

1 2005 Ky. General Assembly, House Bill 440, Senate Floor Amendment (SFA) No. 1.

2 The Court also notes that Legislative Record indicates that the sponsor of Senate Floor Amendment No. 1 also filed a title
“amendnrent to House Bill 440 (Senate Floor Amistidiictit No.2 ). However, thé titls arficndment was never called for avote
or adopted. It is not clear that this title defect could have been cured with a title amendment, but clearly the title to the bill

as passed is defective under Section 51 of the Constitution.



regulations, “[i]t requires no citation of authority to state unequivocally that such a determination is a

Judicial matter and is within the purview of the judiciary.” Legislative Research Comm’n v. Brown,
664 S.W.2d 907, 919 (Ky. 1984).
The legislature cannot be the final judge of the questions concerning the constitutionality of its

“own acts. See, e.g., Rose v. Council for Better Educ., Inc., 790 S.W.2d 186 (Ky. 1989). Just as it would

infringe upon the separation of powers enjoyed by the legislature under Sections 27 and 28 of the
Constitution for the Court to interfere with the legislature’s exercise of discretion, it would violate the
separation of powers for the Court to abdicate its duty to pass on the question of constitutionality. Id.
While the ruling of the President of Senate on the legislative point of order is entitled to respect and
due consideration, it is not dispositive of the constitutional issue presented here. The ruling of the
President of the Senate may have conclusively decided the issue of whether the amendment to the Bill
was germane under the Rules of the Senate (thus, making a vote on the SFA No. 1 in order under the
Senate Rules), but it is not conclusive on the issue of whether the SFA No. 1 complied with Section 51
of the Constitution.

Similarly, legislative discussion regarding the content of the act does not cure the constitutional
defect where the title of the act is not sufficient to inform a reasonable person of the general content
and subject matter of the legislation. Just as legislators are entitled to know what they are voting for,
the public is entitled to notice that its rights may be affected by a proposed amendment.

The Constitution provides that an act cannot relate to more than one subject. As enacted, the
provisions of this act include amendments to two vastly different subjects that are codified in statutes
that have no common thread or relationship. See KRS 278.509 and KRS 234.175. Those statutes are
not interconnected or related in any way. The latter chapter is entitled “Liquefied Petroleum Gas and
Other Flammable Liquids,” while the subject provision is contained in the chapter entitled “Public
. Service Commission.” This utter lack of commonality or reasonable relationship further demonstrates

that the two sections of the bill are unrelated.



The rule in Hayden’s case is further supports the finding that the two subjects of House Bill 440

are unrelated. Courts are required to construe statutes by examining the plain language of the statute

and by consideration of the problem the statute was intended to remedy. City of Bowling Green v.
Board of Ed. of Bowling Green Indep. Sch. Dist., 443 S.W.2d 243 (Ky. 1969); Kentucky Indus. Util.
Customers, Inc. v. Kentucky Utilities Co., 983 S.W.2d 493, 500 (Ky. 1998). When looking at the act in

relationship to the problem it was intended to address, it is apparent that thése provisions are not
related. Problems relating to design, installation, and maintenance of gas-consuming appliances have
nothing fo do With ratemaking procedures of the PSC. Solving the problem of how Union is to recover
its pipeline investment has no effect on the problem of unlicensed persons maintaining or installing
gas-consuming appliances and other components of a gas delivery system.
INHERENT AUTHORITY

The Court has observed “a claim that an agency has ‘inherent authority’ may be problematic in
light of the general principle of agency law that ‘administrative agencies are creatures of statutes and
must find within the statute warrant for the exercise of any authority which they claim.’” Fankbauser v,
Cobb, 163 S.W.3d 389 (Ky. 2005), citing Dept. for Natural Res. v. Stearns Coal and Lumber Co., 563
S.W.2d 471, 473 (Ky. 1978). The PSC claims authority implied under KRS 278.030 and KRS 278.040,
regarding the setting of reasonable rates, to perform an interim review on a single cost. These statutes
give the PSC authority to regulate utilities and set rates that are “fair, just, and reasonable.”

The fact KRS 278.509 was enacted suggests that the existing authority of the PSC did not allow
interim hearings on single issues. Similarly, in KRS 278.183, the legislatqre created an interim review
mechanism for the environmental surcharge. It is a well known rule of construction that legislation
should not be cons@ed to lack meaning, but réther that the legislature intends to do something by its
action. White v. Commonwealth, 178 S.W.3d 470 (Ky. 2006); Aubrey v. Office of Attorney Gen., 994

S, W.2d 416 (Ky.App. 1998). While the legislature may speak to clarify existing authority, enactment of

prior interim review statutes supports the construction that the legislature is creating new authority.



Statutory creation of a mechanism for interim review of a cost would be unnecessary if the PSC

possessed such implied authority inherently.

Upon review of KRS 278.183, the environmental surcharge, the Court noted the statute “creates

a new right” and characterized that right as the ability to recover expenses “without filing a general rate

case.” Kentucky Indus. Util. Customers, Inc., 983 S.W.2d at 500. The PSC argued that KRS 278.509
would be a nullity if it did not provide for interim rate increases because KRS 278.030 already allows
rate increases through a general rate case. That is exactly so. KRS 278.509 would likewise have been a
nullity if the PSC possessed inherent authority for interim review. Rather, the recovery of expenses in
the interim between rate cases is a right not encompassed the PSC’s general power.

PSC argued that this case was distinguishable from the environmental surcharge statute because
the Rider AMRP was approved during a rate case. However, that position would allow the PSC,
through a rate case, to grant itself new authority to hear an issue as an interim review. Ratemaking is a
legislative function and the PSC may only act to the extent authority has been delegated to it. See Id. at
497.

Finally, there is no inherent authority to perform interim single-issﬁe rate adjustments because
such a mechanism would undermine the statutory scheme. Certainly the PSC can perform single issue
interim review when given statutory authorization, including a standard by which to exercise their
discretion. However, finding the PSC to have authority to review any single expenditure outside the
context of a rate case would create a means to circumvent the general rate case mechanism created by
KRS 278.190.

Utilities regulated by the PSC are now confronting the problem of the agihg infrastructure
required to deliver services to the public. Water and sewer lines, telephone lines, and the electric grid
are all part of the aging infrastructure of regulated utilities throughout Kentucky. If this Court |
acquiesces in the exercise of power by the PSC to review such large and capital intensive infrastructure

replacement projects outside the context of a general rate case under some vague theory of “inherent



power,” it could create an exception to the requirement for utilities to have their rates approved in a
general rate case that would swallow the rule.

Outside a general rate case there is no context in which to consider any expense. Without
context, almost any expenditure can be justified and made to appear reasonable. A utility could bring
all of its expenditures as interim expenses, evade rate case review, and deprive the public of the overall
picture of its financial condition. The end result would be that consumers cquld unfairly bear the entire
burden of infrastructure replacement, even when there are offsetting savings from new technologies,
increased efficiencies, market conditions, or other developments that increase the return of investment
of the utility. Those offsetting considerations can only be fully developed and considered in the context
of a general rate case in which the utility company is required to justify its rates, taking into
consideration all income and all expenses.

‘The PSC contends that the Rider AMRP is a mechanism for changing rates and that the fact the
mechanism. was approved during a general rate case renders it valid. The PSC created a formula for
reasonableness of the tariff Union would seek on a yearly basis. PSC asserts the formula itself is a rate
set during the rate case and that the determination that the formula is reasonable necessarily includes
the determination that the amount recovered yearly pursuant to the formula is reasonable.

The Kentucky Supreme Court indicated that failure to consider an expense in context does not
render it inherently unreasonable. Kentucky Indus. Util. Customers, Inc., 983 S.W.2d at 498. Certainly
it is established that the surcharge mechanism itself is not impermissible. However, the environmental
surcharge statute was held to be constitutional. This is a critical distinction from the current case. It is
not questioned that the legislature, pursuant to its authority to regulate the utility rates, may allow a
surcharge. Rather, this Court finds the PSC may not allow a surcharge without specific statutory
authorization.

Requiring that any charge, absent statutory authorization, be considered within a rate case does

.ot deprive the utility of anything. Union may still recover this cost by bringing a rate case and



justifying the rate increase as part of its overall financial picture. Union is not deprived of a profit. The
opportunity to have a return on investment is rolled into the base rate and Union is entitled to ask for an
increase in the rate if additional costs deprive them of this profit opportunity.

CONCLUSION

:Absent statutory authority for an interim review and surcharge, the cost of the AMRP must be
considered in the context of a rate case. The additional issue the Plaintiff raised regarding whether
return on investment is properly included as a cost in a surcharge for the AMRP is mooted by this
détennination. Within a rate case, the PSC will consider this program in the full context of the
operations of Union, including all expenses and Union’s opportunity to earn a return on investment, in
setting a fair, just and reasonable base rate.

‘Accordingly, the final administrative order of the Public Service Commission in this action is
REVERSED and this action is REMANDED to the Public Service Commission for further proceedings

not inconsistent with this judgment. This is a final and appealable order and there is no just eause for

. delay. T

2
So ORDERED this__ 9L~ day of July 2007.

<

PHILLIP J\SHEPHERD' JUDGE
Franklin Circuit Court, Division I
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